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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MORRI SON, Judge: In a notice dated Decenber 5, 2007,

respondent (whomwe refer to here as the IRS) determ ned

deficiencies in the federal incone tax of petitioner (whom we

for
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refer to here as the firm.! The IRS determ ned the follow ng
deficiencies in tax: $317,729 for 2001, $284,505 for 2002, and
$377,247 for 2003. The IRS also determined that the firm was
Iiable for accuracy-rel ated penalties under section 6662 in the
foll owi ng anpbunts: $63,546 for 2001, $56,901 for 2002, and
$73,238 for 2003.2 The firmdisputes these determ nations.

FI NDI NGS OF FACT

The Firm Shareholders, and Related Entities

The firmis an accounting and consulting firmwth its
princi pal place of business in Oland Park, Illinois. The firm
was founded in 1979 by Edward W Ml cahy, M chael F. Pauritsch,
and Philip A Salvador. W refer to the three nen collectively
as the founders. Throughout the years in issue--2001, 2002, and
2003--the founders served as the firm s board of directors and
sole officers. The founders also served as the only nenbers of
the firm s conpensation conmttee, which determ ned what the firm
paid its enployees, officers, and board nenbers. The firmwas a
C corporation and a cash-basis taxpayer; it used a cal endar year

for its taxable year

Petitioner’s full name is “Mil cahy, Pauritsch, Salvador &
Co., Ltd.” This case also involves a related entity naned MPS
Limted. To avoid confusion, we refer to petitioner as “the
firm and the related entity as “MPS Ltd.”

2Al'l section references are to the Internal Revenue Code, as
anmended and effective during the years at issue. Al Rule
references are to the Tax Court Rules of Practice and Procedure.
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From Cct ober 1, 2002 through the end of 2003,2 the firm was
owned by six sharehol ders, and their ownership percentages* were

as foll ows:

Edward W Ml cahy 26%
M chael F. Pauritsch 26%
Philip A Sal vador 26%
Edward T. M Corm ck 11%
G enn E. Byline 5%
Davi d Kobza 5%

We refer to McCorm ck, Byline, and Kobza as the mnority
sharehol ders. Kobza becane a shareholder in 2002. No
sharehol ders were rel ated by blood or marriage.

At issue is the deductibility of paynents the firmnade to
three related entities: Financial Alternatives, Inc. (Financial
Alternatives), PEM & Associates (PEM, and MPS Limted (MPS
Ltd.). We refer to the three entities collectively as the
related entities.

The sol e sharehol ders of Financial Alternatives were the
founders (Ml cahy, Pauritsch, and Sal vador). The founders owned
Financial Alternatives in equal shares. Financial Alternatives

was a C corporation that used a taxable year ending June 30. It

3The record is inconplete regarding the ownership
percent ages before Cctober 1, 2002.

“The sharehol di ng percentages listed are rounded to the
near est percentage point.
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filed Fornms 1120, U.S. Corporation Incone Tax Return, for taxable
years endi ng June 30, 2002, 2003, and 2004.

The founders al so owmnmed PEMin equal shares. PEMwas a
general partnership. It filed Forns 1065, U. S. Return of
Partnership I ncome, for taxable years 2001, 2002, and 2003.

Mul cahy and Sal vador owned MPS Ltd. in equal shares, but
Pauritsch was not an owner. MPS Ltd. was a limted liability
conpany filing as a C corporation. It filed Fornms 1120 for
t axabl e years 2002 and 200S3.

The related entities did not performany services for the
firmin the years at issue. The founders perforned various
services for the firm including accounting, consulting, and
managenent services. The firm s other enployees (there were
approxi mately 40 throughout the years at issue) performed both
accounting and consulting services for the firm

Paynents by the Firm “Consulting fees”, Conpensation, and
| nt er est Expense

The firmpaid the founders the foll ow ng anmounts, which it

desi gnat ed as conpensati on:

Year Mul cahy Pauritsch Sal vador Total

2001 $106, 175 $99, 074 $117, 824 $323, 073
2002 103, 156 96, 376 106, 376 305, 908
2003 102, 662 95, 048 112, 086 309, 796

The firm made a nunber of paynents to the related entities

that it designated as “consulting fees”. It now clains that
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t hese paynments were conpensation for the services of the
founders.® It paid PEM as “consulting fees”, $136,570 in 2001
$147,837 in 2002, and $81,467 in 2003.° It paid Financial

Al ternatives, as “consulting fees”, $755,0007 in 2001, $468, 306

SNote that if the firmhad nade paynents to the founders
that were profit distributions (besides the “consulting fee”
paynments, which the IRS contends were profit distributions), this
woul d plausibly point in favor of characterizing the “consulting
fee” paynents as conpensation for services. The firm does not
contend that there were any profit distributions.

Note also that if the firm had nade ot her paynents to the
founders for their services, besides the anmounts paid directly to
t he founders as conpensation and the amounts paid as “consulting
fees” to the related entities (fees the firmcontends were
paynments in exchange for the founders’ services), this would
pl ausi bly point in favor of characterizing the “consulting fee”
paynments as profit distributions. The IRS does not contend that
there were any other paynents for the founders’ services.

5The firm al so made paynents it designated as rent to PEMin
the follow ng anpbunts: $127,750 in 2001, $153,300 in 2002, and
$127,750 in 2003. It paid the amounts in installments of
$12,750. The firmpaid PEM each nonth during 2001 through 2003,
except the follow ng nonths: January 2001, Decenber 2001,
January 2003, and April 2003. Neither party argued that any part
of the anpbunts designated as rent was a distribution to the
founders or conpensation for the founders’ services. As
di scussed below, the firmalso paid $46,541.95 that it designated
as an interest expense to PEMin 2003. As discussed bel ow, the
firmclaimed a deduction of $34,421--which is the sumof two of
the three paynents it designated as interest expenses in 2003.
The firmnow argues that the $34,421 is additional conpensation
for the founders’ services.

I'n its petition the firmasserted that it paid “consulting
fees” of $775,000 to Financial Alternatives in 2001. W find
that it paid only $755,000 because (i) the cancel ed check
evi denci ng the paynent to Financial Alternatives was for
$755, 000, not $775,000; (ii) the firmdid not object to the IRS
proposed finding of fact that it paid Financial Alternatives
$755, 000, not $775,000; and (iii) Financial Alternatives reported

(continued. . .)
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in 2002, and $610,524 in 2003. And it paid MPS Ltd., as
“consulting fees”, zero in 2001, $250,000 in 2002, and $301, 537
in 2003.8 To summarize, we find the firmpaid the follow ng
anounts to the related entities, which it designated as

“consulting fees”:

Year Fi nanci al PEM MPS Ltd. Tot al
Al ternatives

2001 $755, 000 $136, 570 - 0- $891, 570

2002 468, 306 147, 837 $250, 000 866, 143

2003 610, 524 81, 467 301, 537 993, 528

The firm paid PEM t hroughout the year and paid Financi al
Alternatives and MPS Ltd. at the end of each year. Sal vador
determ ned the anounts of the paynents to Financial Alternatives
and MPS Ltd. by setting the total anobunts of these paynents equa
to the cash the firmhad on hand at the end of the year. He did
this for tax planning reasons. The result of renoving all the
cash on hand was to reduce the taxable incone that the firm

reported to zero (or near zero).

(...continued)
only $755,000 in gross receipts on its tax year ending June 30,
2002.

8For the ampbunts paid to Financial Alternatives and PEM the
firm provided cancel ed checks as evidence of the paynent. It did
not offer cancel ed checks for the paynments to MPS Ltd., but it
offered testinony that the paynents were made and a copy of its
general | edger show ng the paynents. W find this evidence
credi bl e.
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The conpensation conmttee allocated the firm s paynents to

the related entities anong the founders according to the hours

each founder worked for the year. The related entities in turn

paid the founders according roughly to the commttee’s

all ocation. The paynents to each founder by the related entities

were thus proportionate to his hours worked in relation to the

ot her founders and not to his sharehol dings. The allocations

were as foll ows:

Year_ Mul cahy Pauritsch Sal vador Tot al

2001 $286, 954 $285, 240 $339, 376 1$911, 570
2002 360, 698 132,373 373,072 866, 143
2003 451, 723 93, 457 448, 348 993, 528

The firmincluded in the ambunts that it allocated to its
founders the $20,000 that it clainms to have paid to Financial
Alternatives but that we find it did not in fact pay. See
supra note 7. Hence the total allocation for 2001 is $20, 000
nmore than the amount we find the firmpaid to the rel ated
entities.

Besi des the anobunts paid to PEM as “consulting fees”, in
2003 the firmpaid PEM $34, 421, which it designated as an

“interest expense”.®

°The $34,421 is in issue because, as discussed bel ow, the
| RS disallowed the firm s deduction of that anmount. The firm
pai d anot her $12,300.73 on June 25, 2003, which it designated as
an “interest expense”. Neither party, however, has asserted that
this paynent was either additional conpensation for the founders’
services or a distribution of profits. See also supra notes 5
and 6.
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Finally, in its petition the firmasserted that in 2003 it
pai d $500 to a conpany naned Sure Prep for consulting services.
As we explain below, we find that the firmdid not nake this
paynent. See infra part I.D
Deduct i ons

The firmfiled Forms 1120 for 2001, 2002, and 2003,
reporting gross receipts of $5,496,028, $5, 742,420, and
$6, 338, 482, respectively. It reported taxable inconme of $11, 249
for 2001 and zero in 2003. It reported a |loss of $53,271 for
2002.

Anmong t he deductions clainmed on the returns, the firm
clained “consulting fees” of $911,570 for 2001, $866, 143 for
2002, and $994, 028 for 2003. O the $994, 028 of “consulting
fees” deducted in 2003, $500 was for the all eged paynent to Sure
Prep. The firmclained on its 2003 return (i) a credit for
prior-year mnimmtax of $9,141, (ii) a net operating |oss
carryforward deduction of $49,579, and (iii) a deduction for the
$34,421 that it paid PEM as an interest expense.

Noti ce of Deficiency

In a notice dated Decenber 5, 2007, the IRS determ ned the
followi ng deficiencies in tax: $317,729 for 2001, $284,505 for
2002, and $377, 247 for 2003. The deficiencies primarily resulted
from di sal | owmance of the deductions for “consulting fees”. The

IRS al so determined that the firmwas not entitled to the $34, 421
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i nterest expense deduction in 2003. And, as a result of its

di sal |l owance of the “consulting fee” deductions for 2001 and
2003, the IRS determ ned that for 2003 the firmwas entitled to
neither the credit for prior-year mninumtax nor the deduction
for the net operating |loss carry forward.

The I RS al so determ ned that the firmwas |iable for
accuracy-rel ated penalties under section 6662 in the foll ow ng
amounts:  $63,546 in 2001, $56,901 in 2002, and $73, 238 in 2003.

OPI NI ON

At issue is whether the IRS properly disall owed deductions
for (i) “consulting fees” paid to the related entities, (ii) an
i nterest expense paid to PEM and (iii) “consulting fees” paid to
Sure Prep. Also at issue is whether the IRS properly inposed
penal ti es under section 6662. As we explain below, we find that
the IRS properly disallowed the deductions and properly inposed
penal ties.

| . Deductions and Credits

A. Burden of Proof

Ceneral ly, the taxpayer has the burden of proving that the
determ nations in the notice of deficiency are wong. Rule

142(a)(1); Welch v. Helvering, 290 U S 111, 115 (1933). Section

7491(a) (1) shifts the burden of proof to the IRSif (i) the
t axpayer satisfies the conditions set forth in section 7491(a)(2)

and (ii) the taxpayer introduces credible evidence on factual
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i ssues relevant to the taxpayer’s liability for a tax under
subtitle A or B. To satisfy section 7491(a)(2), the taxpayer
must conply with the substantiation and recor dkeepi ng
requi renents of the Internal Revenue Code. Sec. 7491(a)(2)(A).
The taxpayer nust al so cooperate with reasonabl e requests by the
| RS for “w tnesses, information, docunents, neetings, and
interviews”. Sec. 7491(a)(2)(B). And, if the taxpayer is a
corporation, it nmust neet the net-worth requirenents of section
7430(c)(4) (A (ii). See sec. 7491(a)(2)(C). A taxpayer bears the
burden of proving it satisfied these conditions. See Hi gbee v.

Comm ssioner, 116 T.C 438, 440-441 (2001). The firm has neither

cont ended nor adduced evidence that it satisfied these
conditions; thus section 7491(a)(1) does not shift the burden of
proof to the IRS.

The firmtherefore has the burden of proof regarding its

entitlenent to the deducti ons at issue.
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B. Paynents to the Related Entities--"Consulting Fee”
Deducti ons?'®

Section 162(a)(1) allows taxpayers to deduct “ordinary and
necessary expenses”, including a “reasonable allowance for
sal aries or other conpensation for personal services actually
rendered”. The IRS argues that the firmis not entitled to
deductions for the “consulting fee” paynents because the rel ated

entities rendered no services to the firm Cting Conmm ssioner

v. Natl. Alfalfa Dehydrating & MIling Co., 417 U S. 134, 149

(1974), the IRS argues that the firmis bound to the formit

chose for the transactions with the related entities. !

1°As we explain below, we find that the firmis not entitled
to deductions for the “consulting fee” paynents to the rel ated
entities. There is an additional reason the “consulting fees”
paid to PEMin particular are not deductible. The firm s counsel
conceded- - and Sal vador testified--that sone of the paynents to
PEM t hat were reported as “consulting fees” were properly
characterized as “return[s] on capital”. The firmoffered
nei t her evidence nor a legal theory as to why such a return of
capital is deductible. Even if sone part of the “consulting fee”
paynments to PEM were deductible, the firmhas not denonstrated
what part of the “consulting fee” paynents were nondeducti bl e

returns of capital. W have no way of reasonably allocating the
“consulting fee” paynents between returns of capital and
nonreturns of capital. Thus the “consulting fee” paynents to PEM

are not deducti bl e because the firm has conceded that at | east
part of the paynents was a return of capital

1The firmstructured the formof its transactions with the
related entities as if it was paying the related entities for
services rendered by the related entities. The paynents were
made to the related entities, not the founders. The firm
recorded the paynents in its general |edger as “consulting fees”
paid to the related entities. The checks issued by the firmdid
not designate the paynents as paynents for the founders’
services. And the way the firmfiled tax forns and pai d taxes
(continued. . .)
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Therefore, the IRS argues, the “consulting fee” paynents should
be tested for deductibility as paynents for the related entities’
servi ces--as opposed to paynents for the founders’ services. W
need not reach this issue because, even if the paynents are
tested for deductibility as paynents for the founders’ services,
the firmfailed to show that the paynents are deducti bl e.

Section 1.162-7(a), Income Tax Regs., provides that “There
may be included anong the ordinary and necessary expenses paid or
incurred in carrying on any trade or business a reasonabl e
al l omance for salaries or other conpensation for personal

services actually rendered.” (Enphasis added.) The firm

concedes that no services were rendered by the related entities.
Therefore the firmis not entitled to deduct the “consulting fee”
paynments as paynents for services rendered by the rel ated

entities.

(... continued)
was consistent with paynents nmade for the services of the rel ated
entities. The firmdid not withhold payroll taxes on the
“consulting fee” paynments, as it would have been required to do
wi th respect to enpl oyee conpensation paynments to the founders.
It did not include the “consulting fee” paynents on the founders’
Forms W2, Wage and Tax Statenent, as it would have been required
to do with respect to enpl oyee-conpensati on paynents to the
founders. It did not issue the founders Fornms 1099- M SC,
M scel | aneous I ncone, as it would have been required to do with
respect to paynents of nonenpl oyee conpensation to the founders.
Finally, it did not report the “consulting fee” paynents on its
i ncone tax returns as officers’ conpensation



- 13 -
Eval uating the paynents as if they were paynents for the
founders’ services, we find that the firmhas failed to show that
it is entitled to the deducti ons.

1. Reasonabl eness

A deduction for conpensation “may not exceed what is
reasonabl e under all the circunstances.” Sec. 1.162-7(b)(3),
| ncone Tax Regs. The Court of Appeals for the Seventh Crcuit,

in Exacto Spring Corp. v. Conm ssioner, 196 F.3d 833, 839 (7th

Cr. 1999), revg. Heitz v. Conm ssioner, T.C Meno. 1998-220, has

held that to determne if paynents of conpensation are
reasonabl e, an “independent investor test” should be appli ed.

See also Menard, Inc. v. Conm ssioner, 560 F.3d 620, 623 (7th

Cr. 2009), revg. T.C. Meno. 2004-207. Appeal of this case wll
be to the Seventh Circuit, unless the parties otherw se agree.
See sec. 7482(b)(1) and (2). W follow the |law of the Court of

Appeal s to which an appeal wll lie. Golsen v. Conm ssioner, 54

T.C. 742, 757 (1970), affd. 445 F.2d 985 (10th Cr. 1971).

Therefore, the independent investor test nust be applied in

determ ni ng whether the “consulting fee” paynents are deducti bl e.
The independent investor test creates a rebuttable

presunption that an owner-enployee’s salary is reasonable if

i nvestors obtain a “far higher return than they had any reason to

expect”. Exacto Spring Corp. v. Comm ssioner, supra at 839. The

test’s rationale is that investors pay managers salaries to
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“Iwork] to increase the value of the assets * * * entrusted to
[their] managenent”. |d. at 838. A high rate of return

i ndicates that the assets’ value increased and that the manager
therefore provided valuable services. 1d. Thus, if investors
obtain returns above what they shoul d reasonably expect, a
manager’s salary is presunptively reasonable. 1d. at 839. The
presunption is rebutted if the high rate of returnis
attributable to an extraneous event rather than the nanager’s

efforts. See Menard, Inc. v. Comm ssioner, supra at 623 (giving

exanpl es) .

The parties disagree on how to calculate the rate of return
on investnment, which is also known as the rate of return on
equity. The firmcontends that the rate of return on equity is
equal to its gross revenue for one year mnus its gross revenue
for the prior year, divided by the gross revenue for the prior
year. This definition is based on the theory that the val ue of
the firms equity is equal to the firmis gross revenue for one
year. The firmclains that annual gross revenue is an
appropriate neasure of the firms equity because sonmeone once
offered to buy the firmfor a purchase price equal to one year’s
gross revenue. G oss revenues were $5,496, 028 for 2001,

$5, 742, 420 for 2002, and $6, 338,482 for 2003, and the firmclai ns
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t hat gross revenues for 2000 were $5,405,102.12 So the firm

cal cul ates that from 2000 to 2003 the cumul ative rate of return
for the sharehol ders was 17.27 percent.

The I RS does not propose an exact formula for rate of return
on equity. It argues only that rate of return on equity should
depend on annual net incone. Any forrmula for rate of return on
equity using annual net inconme would--in this case--result in a
rate of return on equity near zero. For exanple, if the rate of
return on equity is defined as annual net income divided by the
val ue of equity, the rate of return on equity would be near zero
because (i) the firm s annual net incone was near zero and (ii)
the value of equity was substantial relative to that annual net
i ncone.

W agree with the IRS that the rate of return on the firms
equity should be cal cul ated by reference to annual net incone,
not the year-to-year change in gross revenue. It is
i nappropriate to |l ook to gross revenue (or to changes in gross
revenue) to determne if equity investors are receiving good
returns on their investnment. A corporation’s sharehol ders do not

seek to maxi m ze gross revenue. They seek to maxim ze profit.

2The firm attached docunents supporting this contention to
its reply brief, but did not offer theminto evidence.
Statenents in a party’s brief and docunents attached to a party’s
brief are not evidence. Rule 143(c). And we will not consider
them See Godwn v. Conm ssioner, T.C Meno. 2003-289, affd. 132
Fed. Appx. 785 (11th G r. 2005).
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See Boyer v. Crown Stock Distribution, Inc., 587 F.3d 787, 793

(7th Cir. 2009). Profit equals revenues mnus cost.® It is

therefore different fromrevenues. See Wash. Natl. Ins. Co. v.

Adm nistrators, 2 F.3d 192, 194 (7th Gr. 1993) (“Hoefer’s desire

to maxi m ze gross revenues, contrasted with WNIC s desire to

maxi m ze net profits, put themon a collision course * * *

(enphasis added)). A conmpany with high revenues does not
necessarily have high profits. Suppose, for exanple, that a
conpany receives $1 mllion per year fromits clients, pays $1
mllion to its enployees in wages, and has no other revenues or
costs. The gross revenues of such a conpany would be $1 mllion,
but its profit would be zero. Such a conpany woul d not be
earning a good rate of return for its equity investors.

Usi ng annual net income conports with the approach taken by

the Seventh Circuit in Exacto Spring Corp. v. Commi SSioner,

supra. In evaluating the rate of return on Exacto’s equity, the
Seventh Circuit relied on the Tax Court’s finding that the rate
of return on the equity of the Exacto Spring Corp. was 20
percent. |d. at 838-839. That 20 percent figure was based on

the posttax profit of the conpany. See Heitz v. Conm ssioner,

supra (“An investor return analysis conpares a conpany’s after-

tax profit to its equity to determ ne whether an independent

Bprofit is roughly equivalent to annual net incone for
t hese purposes.
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i nvestor would be satisfied with the |evel of return.” (enphasis

added)). Thus the Seventh Crcuit in Exacto Spring | ooked to

profit, not gross incone. Again, the Seventh Crcuit is where an
appeal of this case will lie, and we are required to follow its
casel aw

Havi ng addressed the question of howto define the rate of
return on equity, we find that the rate of return on the firms
equity is too lowto create a presunption that the anounts
clainmed as “consulting fees” were reasonabl e conpensation for the

f ounders’ servi ces. In Menard, Inc. v. Conm ssioner, 560 F.3d at

624, the rate of return on equity was 18.8 percent, and in Exacto

Spring Corp. v. Conmmi ssioner, 196 F.3d at 838-839, the rate of

return was 20 percent. Both rates of return were high enough to
create a presunption that the conpensation received by the
respective shareholders for their services was reasonable. But
in this case, the firmreported taxable incone of $11,249 for
2001, a tax loss of $53,271 for 2002, and taxable inconme of zero
for 2003. This nmakes the rate of return on equity either near
zero, below zero, or zero, in each respective year. Thus the
i ndependent investor test does not create a presunption that the
anmounts were reasonabl e.

Wthout the aid of the presunption of reasonability, the
firmhas not otherw se shown that the anpbunts it seeks to deduct

as conpensation were reasonable. Generally, “reasonable and true
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conpensation is only such anount as would ordinarily be paid for
li ke services by like enterprises under |ike circunstances.”

Sec. 1.162-7(b)(3), Income Tax Regs.'* The firmhas not satisfied
this standard because, as we explain below. (i) the firms

expert relied on irrelevant statistics regarding the anounts paid
to the sharehol der-enpl oyees at other conpanies and (ii) the firm
has not shown that the other benchmarks it offered--the amounts

it paid the mnority sharehol ders and ot her enpl oyees--are
appropriate for conpari son.

Using statistics gathered fromother firnms, the firms
expert w tness, Marc Rosenberg, opined on the reasonabl eness of
anounts paid to each founder, which included (i) anmounts
desi gnat ed as conpensation and (ii) anpunts designhated as
“consulting fees”. The first problemw th his analysis is that
the statistics he gathered fromother firns were irrelevant. He
appears to have relied on the follow ng statistic he gathered
fromeach firm (i) the sumof (a) the salaries the other firm

ostensibly paid its owners for its owners’ services and (b) the

¥I'n considering evidence of what would be paid for services
simlar to the services provided by the founders, we bear in mnd
the Seventh GCrcuit’s adnonition in Exacto Spring Corp. V.
Conmm ssioner, 196 F.3d 833, 835 (7th Gr. 1999), revg. Heitz v.
Comm ssioner, T.C Meno. 1998-220, that courts should not invite
thensel ves to “decide what the taxpayer’s enpl oyees shoul d be
paid on the basis of the judges’ own ideas of what jobs are
conparabl e”. W consi der evidence of what would be paid for
simlar services because we have first addressed the question of
whet her the taxpayer in this case had a high rate of return on
equity.
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other firms net incone, divided by (ii) the other firnm s total
nunber of owners. This statistic does not necessarily correspond
to what owners of other firnms received for their services. For
exanpl e, suppose that another conpany paid its sole owner

$300, 000 per year in “salary” paynents that were ostensibly for
services. This does not nean that the owner’s services to the
conpany were worth $300,000. Even though the $300,000 in
paynments were nomnally | abel ed by the conpany as “salary”, the
paynments could in reality be a return on the owner’s investnent
in the conpany (or a repaynent of the investnent). Simlarly,
suppose that a conpany with a sol e owner has $200, 000 i n net
income. This does not nean that its sole owner’s services were
wort h $200, 000. The $200, 000 in inconme could have resulted from
the owner’s investnent in the conpany as opposed to the owner’s
services. The second problemw th Rosenberg’ s analysis is that
he opined on the wong thing. He concluded that the paynents to

the founders were reasonable, not that they were reasonabl e

conpensation for services. For exanple, the total paynents to
Mul cahy in 2001 were $393, 129, which is the sumof $106,175 in
wages and $286,954 in “consulting fees” paid through the rel ated
entities. It does not help us to know, as Rosenberg inforns us,
that it was reasonable for the firmto pay Mil cahy $393, 129.

What we need to know i s whet her $393, 129 was a reasonabl e anount
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to conpensate Mil cahy for his services. Rosenberg’ s report does
not support the firms position.

The firm al so argues that, because the anmounts it reported
as conpensation for each mnority sharehol der were nore than the
anpunts it reported as conpensation for each founder, the
“consulting fees” it paid to the founders through the rel ated
entities must have been reasonable. This argunent fails for two
reasons. First, the firmdid not establish that the amounts it
paid the mnority sharehol ders as conpensati on were actually
conpensation for services. The mnority sharehol ders were
shar ehol ders, not nerely enployees. The paynents they received
coul d have been partially conposed of profit distributions.
Second, the firm has not established that the services perfornmed
by the mnority shareholders were |like the services perforned by
t he founders.

Simlarly, the firmargues that the founders’ pay is
reasonabl e because the founders shoul d be paid substantially nore
t han nonshar ehol der enpl oyees whose salaries were simlar to the
anmounts the firmpaid the founders directly. Although the
conpensati on of nonsharehol der enpl oyees woul d not include profit
di stributions, as could the paynents to the mnority
sharehol ders, the firm has not shown how the services perforned
by these nonsharehol der enpl oyees conpare to the services

performed by the founders. The firmhas offered only general
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testi nony about the inportance of the founders to the firm and
has not offered specific evidence about the services perfornmed by
t he founders or any of the enployees. The firm-which has the
burden of proof--sinply has not offered enough evidence to all ow
us to conpare the relative value of the founders’ services and
the services of the nonsharehol der enpl oyees.

Because the firmdid not neet its burden of proof, we find
that the “consulting fee” paynents were not reasonable
conpensation to the founders.

2. | ntent To Conpensat e

Besi des bei ng reasonabl e, to be deductible as conpensati on,
a paynent nust be intended by the payor--at the tinme of

paynment--to conpensate for services. See Paula Constr. Co. V.

Conm ssi oner, 58 T.C. 1055, 1058-1060 (1972), affd. w thout

publ i shed opinion 474 F.2d 1345 (5th Cr. 1973); see also Exacto

Spring Corp. v. Conm ssioner, 196 F.3d at 839 (stating that even

where the taxpayer was entitled to the presunption of
reasonability, “The governnment could * * * have prevail ed by
showi ng that while * * * [the owner enpl oyee’ s] salary nay have
been no greater than would be reasonable in the circunstances,
the conpany did not in fact intend to pay * * * [the] anmount as
salary * * * 7). \Were sharehol ders set their own pay, we nust
apply careful scrutiny because paynents | abel ed as conpensati on

may be profit distributions. Hone Interiors & Gfts, Inc. v.
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Comm ssioner, 73 T.C. 1142, 1156 (1980); cf. Menard, Inc. v.

Conmm ssi oner, 560 F.3d at 622 (“treating a dividend as sal ary

[is] less likely to be attenpted in a publicly held
corporation”).

One characteristic of the “consulting fee” paynents was that
t he amounts eventually paid to the founders were proportionate to
t he hours worked by the founders, rather than to the founders’
ownership shares. Because of this, the firmargues that section
1.162-7(b) (1), Income Tax Regs., conpels the conclusion that the
firmdid not intend for the paynents to be profit distributions.
That regul ation provides that paynments to sharehol der-enpl oyees
are likely to be profit distributions if: (i) the paynents are
proportionate to ownership shares and (ii) the paynents are nore
t han what enployers normally pay for simlar services. The
regul ati on does not say that only paynents that neet these two
conditions can be considered profit distributions. Paynents that
fail the two conditions could qualify as profit distributions.
For exanpl e, paynents that are not proportionate to ownership
shares can be profit distributions. See, e.g., Baird v.

Commi ssioner, 25 T.C 387, 395-396 (1955). Thus the “consulting

fee” paynents to the firm s founders can be considered profit
di stributions even though the paynments are not proportionate to

owner shi p shares.
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We find that the firmintended for the paynents to the
related entities to distribute profits, not to conpensate for
services. As discussed above, Sal vador chose the anount to pay
each year so that the paynents distributed all (or nearly all)
accunul ated profit for the year. He did this for tax planning
pur poses. Each founder’s percentage of the paynents to the
related entities was tied to hours worked, but the firm s intent
in maki ng the paynents was to elimnate all taxable inconme. The
firmdid not intend to conpensate for services.

C. Paynents to PEM -1 nterest Expense Deduction

The firmclainms it paid PEM $34, 421, an anount that it
deducted as an interest expense for 2003. The firm now concedes
that the $34,421 was not deductible as an interest expense. But
the firmasserts that it was deducti ble as conpensation to the
founders, paid through PEM As di scussed above, for a paynent to
be deducti bl e as conpensation for services under section
162(a) (1), the payor nmust intend to conpensate for services. See
supra part 1.B.2. As with the paynents designated as “consulting
fee” paynents, the firmhas failed to show that this anount was
i ntended as conpensation, as opposed to a distribution of profits
or paynment of nondeductible interest. The firm has the burden of
proof, and we therefore find that it was not entitled to the

deducti on.
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D. Paynent to Sure Prep--“Consulting Fee” Deduction

A portion of the $994, 028 deducted by the firmin 2003 in
“consulting fees” was for an all eged $500 paynent to Sure Prep.
Inits petition the firmasserted that in 2003 it paid $500 to
Sure Prep for consulting services. The IRS denied that the firm
made the paynent. The parties’ briefs did not address the
deductibility of the purported paynent. Although there is an
entry in the firms general |edger that may correspond to this
anount, see Ex. 46-R at 43, the firm provided no other evidence
that it in fact paid the $500 or that the | edger entry
corresponds to this purported paynent. Even if the firmpaid the
$500, no evidence shows that such a paynent woul d have been
deductible. W therefore find that the $500 the firmclai med on
the return was not paid, and alternatively, even if paid, that it
is not deducti ble.

E. The Net Operating Loss Deduction and the Credit for
Prior-Year M ni num Tax

For tax year 2003, the IRS disallowed the firnm s net
operating | oss deduction and the firms credit for prior-year
m ni mum tax. Because the IRS properly disallowed the “consulting
fee” and interest expense deductions, the IRS properly disallowed
the net operating | oss deduction and the credit for prior-year

m ni mum t ax.



. Penal ti es

The IRS determned that the firmwas |iable for accuracy-
rel ated penalties under section 6662. Section 6662 inposes a 20%
penal ty on an underpaynent of tax that results either from
negl i gence or disregard of rules and regulations or froma
substantial understatenment of incone tax. The IRS determ ned
that there were underpaynents of tax for the years at issue and
that the underpaynents were attributable to substanti al
understatenents of inconme tax or, alternatively, negligence. As
we explain below, we find that the firmis liable for the
accuracy-rel ated penalty due to substantial understatenents of
incone tax. We therefore do not reach whether the underpaynents
are also attributable to negligence.

CGenerally, an understatenent is the excess of tax required
to be shown on the return over the tax shown on the return. Sec.
6662(d)(2)(A); sec. 1.6662-4(b)(2), Incone Tax Regs. For
corporations other than S corporations and personal hol ding
conpani es, an understatenent is considered substantial if it
exceeds $10, 000 and exceeds 10 percent of the tax required to be
shown on the return. Sec. 6662(d)(1); sec. 1.6662-4(b)(1),
| ncome Tax Regs.

No penalty is inposed on a portion of the underpaynent if

t he taxpayer both (i) had reasonable cause for that portion and
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(1i) acted in good faith regarding that portion. See sec.
6664(c); sec. 1.6664-4(a), Incone Tax Regs.

A. Burden of Proof

Section 7491(c) provides that the IRS has the burden of
production regarding the liability “of any individual for any
penalty, addition to tax, or additional anmount inposed by * * *
[the Internal Revenue Code].” To neet this burden, the I RS nust
“conme forward with sufficient evidence indicating that it is
appropriate to i npose the relevant penalty.” H gbee v.

Commi ssioner, 116 T.C at 446. The taxpayer, not the IRS, bears

the burden of proof. Thus, if the IRS neets the burden of
production, the taxpayer bears the burden of proving that it is
not |liable for penalties. 1d. at 446-447. The taxpayer bears

t he burdens of both production and proof on reasonabl e cause and
good faith. See i1id. at 446 (“the * * * [IRS] need not introduce
evi dence regardi ng reasonabl e cause”).

B. Subst anti al Under st at enent

The IRS net its burden of production for substanti al
under st at enent because it has shown that in each year in issue
(1) the firmunderstated its tax and (ii) the understatenent was
substantial. As discussed above, the IRS has shown that the firm
understated its tax by $317,729 in 2001, $284,505 in 2002, and
$377,247 in 2003. The firm s returns show tax of $1,687 in 2001,

zero in 2002, and zero in 2003. Because each year’s
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under st at ement exceeds $10, 000 and exceeds 10 percent of the
total tax required to be shown on the return, the understatenents
were substantial. Thus the IRS has cone forward wth sufficient
evidence that it is appropriate to inpose the substanti al
under st atenent penalty for each year.

The firmfailed to prove that it is not liable for the
penalty. And, as explained below, the firmhas not shown that it
had reasonabl e cause for and acted in good faith regardi ng any
part of any under paynent.

C. Reasonabl e Cause and Good Faith

The firm argues that penalties should be abated because it
had reasonabl e cause for and acted in good faith regarding the
under paynents.

The firmhas not net its burden of proof for reasonable
cause and good faith. As to the “consulting fee” deductions paid
to the related entities, the firmdid not show that it had
reasonabl e cause to believe it could deduct, as conpensati on,
paynments to entities that perfornmed no services. The firm
asserted that it “evaluated the applicable tax | aws, revi ewed
rel evant statistical information of |ike enterprises and
determ ned that the conpensation for the Founders paid as
‘consulting fees’ through the Affiliated Entities was
deductible”. Petrs. Posttrial Br. at 52. But the firmdid not

point to specific evidence that it had reasonabl e cause for the
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under paynments. And the statistics on which Sal vador relied were
the sanme irrelevant statistics on which Rosenberg based his
expert testinony. Besides, Salvador testified that when actually
determ ning how nuch to pay through the related entities (at the
end of each year) he | ooked to cash on hand, not to Rosenberg’s
statistics. Finally, the firmoffered no reasonabl e cause for
t he underpaynents attributable to the interest expense deductions
and the deductions for “consulting fees” paid to Sure Prep.

Cenerally, one of the nost inportant factors in
denonstrating reasonabl e cause and good faith is the extent of
the taxpayer’'s effort to determine its proper tax liability.

Sec. 1.6664-4(b)(1), Incone Tax Regs. The firmprovided little
evi dence of such efforts. Oher factors include the taxpayer’s
experi ence, know edge, and education. 1d. These factors weigh
heavily against the firm which specialized in accounting and
consulting. Thus the firmhas not proven that it had reasonabl e
cause for and acted in good faith regarding any part of any
under paynent .

We therefore find that the IRS correctly determ ned that the
firmis liable for the penalty under section 6662 for substantial
under st atement of incone tax.

[11. Sunmary
The firm has not shown that it was entitled to the

“consulting fee” deductions for paynents to the related entities.
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The firmhas not shown that it is entitled to deduct the $34, 421
for which it clained a deduction as an interest expense. And the
firmhas not shown that it was entitled to deduct the $500 it
clains to have paid to Sure Prep as “consulting fees”.

We therefore sustain the RS determ nations disallowng (i)
the “consulting fee” deductions for 2001, 2002, and 2003; (ii)
the interest expense deduction for 2003; (iii) the net operating
| oss deduction for 2003; and (iv) the credit for prior-year
m ni mum tax for 2003.

Finally, the I RS has shown that it was appropriate to inpose
penal ti es under section 6662 for substantial understatenent of
incone tax. The firmhas failed to show that it had reasonabl e
cause for and acted in good faith regarding any part of any
under paynent. W therefore sustain the RS determ nations on
penal ties.

To reflect the foregoing,

Deci sion will be entered

for respondent.




